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THE COMMODITY CLAUSE IN RAILROAD 
LEGISLATION 

The " commodity clause " of the Hepburn amendments 
to the Interstate Commerce Law, because of its unfortunate 
ambiguity, has already twice been before the Supreme 
Court. The first interpretation was given in a decision 
concerning the Delaware and Hudson Railroad, handed 
down in May, 1909. 1 This affirmed the constitutionality 
of the statute at all points; but, at the same time, emas- 
culated it most effectually. For, in order to harmonize 
the opinion with prior ones holding that ownership of stock 
in a corporation did not constitute legal ownership of the 
property of the company, it was necessarily held that a 
railroad by owning the share capital of a coal company did 
not thereby possess an interest, direct or indirect, in the 
coal mined. Moreover, a railroad which was the legal 
owner of coal at the mine might escape the interdiction of 
the law by selling the coal before transportation began. 
A handy means of evading the intent of the law could not 
have been more plainly indicated. 

An attempt to prohibit specifically stock ownership in 
coal mines by railroads, — thus meeting in part the situa- 
tion arising out of the foregoing decision, — was made in 
connection with the Mann-Elkins Act in 1910; but to no 
avail. The Senate, by a vote of 25 to 31, rejected an amend- 
ment proposed by Senator Bailey of Texas to prohibit 
stock ownership so clearly " that not even a judge of the 
Supreme Court could fail to understand it." The negative 
votes were all cast by the so-called " regular " Republicans. 
In the meantime, the clause had been carried to the Supreme 
Court for further interpretation in a suit against the Lehigh 
Valley Railroad. 2 The government in the lower court had 
already been defeated in an attempt to raise questions of 
fact as to the pecuniary interest of the road in the coal 

t United States v. Delaware and Hudson Railroad, etc. j 213 XT. S., 257. 
» 200 U. S., 257; deoided Apnl, 1911. 
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transported, irrespective of the technicalities as to legal 
ownership. The outcome in this case was more satisfactory. 
The Circuit Court was held to have erred in ruling out these 
considerations. It was unanimously decided by the Supreme 
Court that it was in violation of the law to use stock owner- 
ship for the purpose of destroying the entity of a mining 
corporation, while still so " commingling " its affairs in 
administration with the affairs of the railroad as to make 
the two corporations virtually one. This was a distinct 
gain for the government. It necessitated a compliance 
with the law in good faith. Upon the basis of this decision 
the Department of Justice instituted a new action against 
the Lehigh Valley Road; which was promptly met, however, 
by a readjustment of its corporate affairs. 

The economic results under the " commodity clause " 
have been quite different from those doubtless anticipated 
by Congress. A salutary sepaiation of coal mining from 
transportation is being effected; but in the case of the 
anthracite properties at least, in such manner as to hold 
out small hope of any direct benefit to the general public. 
Absolute alienation of their coal properties by the rail- 
roads was subject to two difficulties. Some roads, like the 
Reading and the Lehigh Valley, had heavy issues of bonds 
outstanding, based upon the security, jointly, of both the 
railroad and the coal properties. The two could not readily 
be separated without retirement of these general mortgage 
bonds. In the second place, the operating relations be- 
tween the railroads and their subsidiary coal companies 
had for years been fixed upon the general principle of con- 
centrating all profit from the two conjoined transactions of 
mining and carriage upon the transportation service alone. 
In other words, freight rates were established at so high a 
percentage of the selling price of coal that mining was 
necessarily conducted at a nominal profit if any. This 
made no difference to the carriers, owning both mines and 
roads; but it had the desired effect of making it impossible 
for coal operators, independent of the railroads, to engage 
in the business. Without a modification of this plan the 
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coal companies, already separately organized for the busi- 
ness by most of the railroads, could hardly be disposed of 
to advantage, either to the general public or even to fcheir 
own shareholders. The only coal companies controlled by 
railroads which independently showed a considerable book- 
keeping profit were those owned by the Jersey Central and 
the Delaware and Hudson roads. The Lehigh Valley Coal 
Company had never paid dividends to its railroad corpora- 
tion, but had contented itself with providing a very pro- 
fitable tonnage. The Philadelphia and Reading Coal and 
Iron Company had likewise never been allowed to show a 
book-keeping profit more than sufficient to meet the interest 
upon its bonds and to provide for a sinking fund against 
exhaustion of its assets under ground. 

Despite these practical obstacles, a general legal separation 
of hard-coal mining from transportation is in a fair way 
to be effected. The Delaware, Lackawanna, and Western 
in 1909 was the first to act. With no joint mortgages and 
a charter right to mine coal directly, it merely organized a 
separate corporation, the Delaware, Lackawanna and 
Western Coal Company. The capital stock of this concern 
was then distributed gratis as a special dividend among its 
own shareholders. 1 This coal company at once purchased 
all of the railroad's coal in stock, leased its mining appur- 
tenances, and agreed henceforth to purchase all of its coal 
at the mine mouth for 65 per cent of the tidewater price. 
The railroad continued to mine coal; but thus disposed of 
it before accepting it again for carriage. The Delaware 
and Hudson likewise entered into a contract with a newly 
organized coal company, which after June, 1909, agreed to 
purchase all of its future output. The Lehigh Valley 
Railroad rearrangement was more complicated. It already 
had a coal company of the same name, the capital stock 
of which was pledged under its general railroad mortgage. 
Ownership was thus indissoluble. So the Lehigh Valley Coal 
Sales Company was organized, in January, 1912. Its capital 
°f $10,000,000 was provided by the railroad, which declared 

1 Political Science Quarterly, vol. xxvi, 1911, p. 102. 
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a stock dividend to its own shareholders, sufficient in amount 
to enable them to subscribe to the capital of the new concern. 
This company then, like the others above mentioned, there- 
upon agreed to purchase all the coal mined by the railroad's 
subsidiary coal corporation. 

At this writing great speculative interest attaches to the 
probable plan to be adopted by the Reading. Its intricate 
organization, 1 whereby both the railroad and the coal com- 
panies are owned by a purely finance or holding company, 
renders the problem of dissociation unique. A large volume 
of joint bonds are outstanding, with complicated provisions 
for sinking funds. The railroad actually owns no coal 
lands. The coal company, independently, is not profitable 
under existing traffic arrangements. Its operating ratio 
in 1911 was 98.7 per cent. It is "land poor"; carrying 
vast reserves of coal purchased by bond issues. The only 
asset sufficiently profitable by itself to make it attractive 
as a gift to shareholders is the subsidiary coal company of 
the Jersey Central Railroad, which is itself controlled by 
means of stock ownership. The formation of a third coal 
sales company, whose stock could be distributed to share- 
holders of the Reading, as was done by the Lehigh Valley, 
would seem to be the only feasible plan. 

But is there not danger, financially, for these and other 
railroads that they may place this lucrative traffic in jeopardy 
by thus distributing their coal properties among shareholders 
by means of stock dividends ? While, for a time, community 
of interest between railroad and coal mine may be assured 
through lodgment of stock ownership of both companies 
in the same persons, is it not likely that the two may become 
widely dissociated in the course of time ? This contingency 
has been guarded against by an ingenious provision. The 
contracts providing for purchase and shipment of coal by 
the coal sales companies are terminable at the will of the 
railroad. So that if conflict of interest should arise in 
future, through transfers of stock of the coal sales company 

1 Intercorporate Relations of Railways, Special Report, Int. Com. Com., 1906, 
p. 24. 
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to outsiders, the carriers would be free to cancel the arrange- 
ment; create another corporation; distribute its shares 
among their stockholders once more; and thereafter go on 
as before. Manifold and ingenious, indeed, are the devices 
of the law for purposes of circumvention! 

Whether the " commodity clause " is to bring about a 
further separation of transportation from activities of 
carriers in other lines of business remains to be seen. It 
was doubtless intended to have a general application. Some 
roads, other than those in the anthracite coal fields, have 
taken steps to set off their subsidiary concerns. The Louis- 
ville and Nashville, for example, has distributed among its 
stockholders all the shares of the Louisville Properties 
Company. This is a Kentucky corporation to which the 
railroad had transferred its holdings of coal and other lands. 
It was expected at the time that its capital stock of $600,000 
would be worth par. The Union Pacific has done even 
better. It voluntarily reconveyed to the United States 
considerable tracts of coal lands, where title had been called 
in question in the course of investigations as to such railroad 
ownership. While there has been no sign of the Pennsyl- 
vania Railroad disposing of its investments in the Cambria 
and Pennsylvania Steel Companies, made prior to 1906, 
it is clear that the interdiction of the law will render any 
further outside operations of this sort difficult if not im- 
possible. 

William Z. Ripley. 

Harvard University. 



